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Insurance Industry
D evelopm ents—1992
Industry and Economic Developments
The ch allenges facing the in su ran ce in d u stry continue unabated
throughout 1992. From hurricanes to health care, the industry appears to be
headed for one of the costliest years in its history
The property and casualty segment of the industry experienced record
levels of catastrophic losses in 1992 from events such as Hurricane Andrew
(which is projected to be the most expensive catastrophe ever for U.S.
insurers), Hurricane Iniki, civil unrest in Los Angeles, flooding in down
town Chicago, and windstorms in Texas. In addition, Lloyds of London,
which ranks among the top reinsurers in the world, has reported its largest
losses in history Those losses have raised questions about the financial
viability of some of its syndicates. Collectibility of reinsurance claim s from
such syndicates also may be a concern and some ceding companies may
therefore, be at risk. Auditors of companies that rely on reinsurance should
consider whether procedures to assess and monitor the financial stability of
reinsurers have been implemented and are functioning properly
Property and liability insurers have historically operated in a cyclical
environment. Periods of declining industry capacity and rising premium
rates and volume are followed by periods in which competition for pre
mium volume and market share drive premium rates down. The property
and liability pricing environment has been deteriorating steadily since
1986. However, some industry experts are predicting that the current year's
major losses may be the catalyst needed to turn the pricing cycle around.
O thers, however, question w hether state authorities that regulate the
industry w ill approve the rate increases necessary to effect a reversal of the
cycle. In the past, rate increases generally have not been adequate to cover
escalating loss costs and financial results have continued to deteriorate.
Since some are unable to obtain approval of adequate rate increases, many
property and liability insurance companies are reducing their exposure in
unprofitable areas or are otherw ise selectively w riting certain of their
businesses.
In assessing audit risk in auditing the financial statements of property
and liability insurance companies, auditors should consider the lines of
insurance that the companies write. The risk characteristics inherent in
different lines of insurance vary as widely as the nature of the perils that are
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insured. For example, factors such as competition, the availability of rein
surance, and state commissioners' approval of rates may influence the risk
characteristics of different lines of insurance separately Therefore, auditors
should evaluate the audit risks associated with different lines of business
separately Although states continue their efforts to reform worker's com
pensation, this line of business is not expected to provide adequate returns
over the next few years.
The life and health segment of the industry continued to be affected by
dramatic increases in health care costs which have had significant impact
on the competitive environment in which health insurers operate and on
the products they offer. Competition from health maintenance organiza
tio n s (H M O s) and continu ing prem ium in creases im plem ented in
response to rising health care costs have resulted in declining enrollments
as individuals move to alternative types of coverage or become uninsured.
The group health insurance market has also seen enrollments decline as
the trend of larger employers to self-insure m edical coverage for their
employees continued.
A number of health care providers, including not-for-profit health care
organizations, continue to experience financial troubles and have applied
to their respective state commissioners for rate increases. Those organiza
tions that have received approved rate increases generally received less than
requested. Because health care providers can be selective in choosing their
clients, not-for-profit organizations generally absorb adverse-selection
groups (that is, clients that could be higher risks), which generally incur
higher health care costs and therefore, are more costly to the not-for-profit
organizations. Many states have adopted or are considering legislation that
prohibits insurance companies from "cherry picking" clients.
The degree of liquidity risk inherent in the operations of insurance
companies may be an important element in auditors' assessments of audit
risk. Liquidity risk refers to the need to have funds available to meet
obligations on a tim ely basis. The need for appropriate matching of assets
and liabilities to allow for the payment of benefits when due or demanded
by policyholders is an important concern in managing insurance compa
nies. In assessing audit risk, auditors should consider whether adequate
procedures, such as use of cash flow or asset/liability matching models
have been implemented to evaluate the liquidity and ability of insurers to
pay benefits when due or demanded.
Asset quality issues also rem ain a concern for the insurance industry
The slow and uncertain course of the nation's economic recovery has
stalled a rebound in the real estate market. Occupancy rates in commercial
buildings are low and continuing to decline while stiff competition keeps
rental rates low. As a result, insurers with significant real estate exposure
continue to report deterioration in their portfolios during the year.
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Regulatory Developments
NAIC Annual Statement Instructions—Property and Casualty
Actuarial Opinions
The NAIC's Annual Statement Instructions—Property and Casualty Actuar
ial Opinions direct property and casualty insurers to require their indepen
dent certified public accountants to subject the current Schedule P—Part 1
(excluding those amounts related to bulk and incurred-but-not-reported
[IBNR] reserves and claim counts) to the auditing procedures applied in the
audit of the current statutory financial statements to determine whether
Schedule P—Part 1 is fairly stated in all m aterial respects in relation to the
basic statutory financial statements taken as a whole. AICPA. Statement of
Position (SOP) 92-8, Auditing Property/Casualty Insurance Entities' Statutory
Financial Statements—Applying Certain Requirements o f the NAIC Annual State
ment Instructions, provides guidance on the impact of certain requirements
of the annual statement instructions on the auditor's procedures in audits of
statutory financial statements of property and casualty insurance entities.
In instances in which insurers are perm itted to file consolidated statu
tory-basis financial statements, auditors should consider whether the audit
ing procedures described in SOP 92-8 should be performed on Schedule
P—Part 1 for each of the property/casualty entities that are included in the
consolidated financial statements.

Asset Valuation Reserve and Interest Maintenance Reserve
In 1992, the NAIC replaced the mandatory securities valuation reserves
(MSVR) required by statutory accounting practices (SAP) for life insurance
companies with asset valuation reserves (AVR) and interest maintenance
reserves (IMR). The IM R is intended to capture the portion of realized
gains and losses (net of applicable income taxes) on sales of all types of debt
securities that results from changes in interest rates, and to am ortize such
gains and losses into investment income over the approximated rem aining
period to m aturity of the assets sold. The AVR generally expands the prior
M SVR to include all invested asset classifications. Changes in the AVR are
charged directly to surplus in a m anner sim ilar to the p rior M SVR
reporting. If insurers have determined that investments may be impaired,
they should evaluate whether a valuation allowance should be established
in addition to the AVR. Auditors should consider whether changes from
using the MSVR to the AVR and IM R are changes in SAP

Prescribed or Permitted Transactions under SAP
SAP consists of accounting practices that are prescribed or perm itted
by an insurer's dom iciliary insurance department and, in some instances,
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by the insurance departm ents of other states in w hich the insu rer is
authorized to do business. Insurance companies, therefore, may account for
or report sim ilar transactions differently In evaluating the appropriateness
of an insurance company's accounting for certain m aterial or unusual
transactions, auditors should consider exam ining correspondence with
state insurance departments concerning the accounting and reporting of
the transactions.

SEC Developments
The staff of the Securities and Exchange Commission (SEC) has identi
fied several areas to which they plan to pay particular attention as they
review filings. Those areas include investments "held for sale" and disclo
sures concerning the present value of future profits (PVP) resulting from
the acquisition of life insurance companies accounted for as purchases in
accordance with Accounting Principles Board (APB) Opinion No. 16, Busi
ness Combinations. In such transactions, acquirors recognize PVP which
represents the present value of the estim ated cash flows embedded in the
existing contracts acquired, as an asset.
The SEC staff has recently emphasized that management's intent to hold
securities to m aturity must be clear for management to report such invest
ments at am ortized cost. The staff has further stated that intent to invest in
securities to manage liquidity interest rate, prepayment, or other such risks
is inconsistent with an intent to hold. Accordingly during the year, the SEC
has required registrants to reclassify certain investments to a held for sale
category to be carried at the lower of cost or market. The Financial Account
ing Standards Board (FASB) proposed statement on accounting for market
able securities addresses these issues. (See "Accounting Developments"
section on page 19.)
In discussing Emerging Issues Task Force Issue 92-9, Accounting for the
Present Value o f Future Profits Resulting From the Acquisition o f a Life Insurance
Company, the SEC Observer has indicated that the SEC staff w ill require
registrants to provide the following disclosures about PVP resulting from
the acquisition of a life insurance company in filings with the SEC:
• A description of the registrant's accounting policy.
• An analysis of the PVP asset account for each year for which an income
statement is presented. Such analysis should include the balance at the
beginning of the year, the amount of additions during the year arising
from acquisitions of insurance com panies, the am ount of interest
accrued on the unam ortized PVP balance during the year, the interest
accrual rate, the amount of am ortization during the year, the amount of
w rite-offs due to impairment and how the w rite-off amount was
determined, and the PVP balance at the end of the year.
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• The estim ated amount or percentage of the end-of-year PVP balance
to be am ortized during each of the next five years.
In addition to evaluating the appropriateness of PVP assets recognized,
auditors should consider whether an appropriate discount rate has been
used to value such assets.

Audit Issues
Overall Risk Factors
Although conditions vary from company to company the following are
among the conditions that may affect audit risk in the insurance industry:
• Continued widespread competition in product pricing.
• Overall increases in claim s costs and benefits paid resulting from
increases in litigation, the amounts of jury awards or settlements,
catastrophes, the rising costs of m edical care, and other large losses.
• The long-tail nature of property and liability lines of business, which
is characterized by lags between the occurrence, reporting, and settle
ment of claims.
• Inadequate liquidity resulting in insufficient funds to pay claim s and
benefits when due or demanded by policyholders.
• Reliance on third parties, such as managing general agents (MGAs),
third party administrators (TPAs), and brokers.
• Extensive regulatory oversight of the industry and the changing nature
of the regulatory environment.
• The need to meet capital and surplus requirements imposed by regu
latory authorities, and the need for sufficient capital and surplus to
support company growth and stability
• Extensive use of estim ates, such as those for determining loss reserves
or future policy benefits, in the accounting process.
• Extensive and complex reinsurance arrangements and doubts about
the financial viability of reinsurers.
• High levels of credit or liquidity risk associated with investments, such
as real estate, mortgage loans, junk bonds, and credit risks in retro
rated and experience-rated contracts.
• Increases in levels of risk that insurers are w illing to retain (that is,
retention amounts).
• The potential effects of the adoption of risk-based capital requirements,
which are expected to be effective in 1993 for life/health insurers.
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Auditors should carefully consider these industry-specific conditions
and evaluate the impact these conditions have on audit risk.

Specific Conditions or Risk Factors
This section describes conditions that may vary from company to com
pany and may indicate (but not necessarily confirm ) the existence of
increased audit risk.
Ineffective M anagement and Internal Controls. The highly competitive envi
ronment of the insurance industry is forcing many insurers to become
more efficient. To increase efficiency some insurers have reduced their
staff; however, the demands of operating and reporting functions often
have increased or at least remained constant. As a result, the internal
control structure on the whole may become less effective. Lack of a formal
management policy in adm inistering and monitoring operations also may
decrease the effectiveness of the internal control structure and affect the
auditor's assessment of audit risk. Management's policies and controls over
establishing adequate pricing of products, establishing loss reserves,
asset/liability matching, and use of reinsurers are also important consider
ations in assessing and controlling audit risk for insurance enterprises.
Statement on Auditing Standards (SAS) No. 55, Consideration o f the Inter
nal Control Structure in a Financial Statement Audit, provides guidance on the
independent auditor's consideration of an entity's internal control structure
in an audit of financial statements in accordance with generally accepted
auditing standards (GAAS). It describes the elements of an internal control
structure and explains how an auditor should consider the internal control
structure in planning and performing an audit.
Use o f Accounting Estimates. Insurance enterprises rely heavily on the use
of estim ates in the preparation of financial statements. Estimates of loss
reserves are generally of particular significance to the financial statements
of insurers. SAS No. 57, Auditing Accounting Estimates, provides guidance to
auditors on obtaining and evaluating sufficient, competent evidential mat
ter to support significant accounting estim ates in an audit of financial
statements in accordance with GAAS. SOP 92-4, Auditing Insurance Entities'
Loss R eserves, provides guidance to help auditors understand the loss
reserving process and to develop an effective audit approach when auditing
loss reserves of insurance entities. (See "Audit Developments" section on
page 17.)
Because the process of estim ating loss reserves is complex and involves
many subjective judgments, the absence of involvement by a loss reserve
specialist in the determination of management's estim ates may constitute a
reportable condition and possibly a m aterial weakness in the entity's inter
nal control structure. SAS No. 60, Communication o f Internal Control Structure
10

Related M atters Noted in an Audit, describes the auditor's responsibility to
communicate reportable conditions to the audit committee or other indi
viduals with equivalent responsibility
Participation in Involuntary Pools and M arkets. Property and liability
in su rers often have sig n ifican t exposure to loss developm ent from
previously reported results of various involuntary pools in which they
participate, such as that experienced in 1991 and 1992 in the National
Workers' Compensation Pool. Auditors should consider insurers' exposure
to fund deficits of such pools in assessing audit risk and accruals. In
addition, under state regulations, insurers are required to participate in
mandatory pools and associations for insurance insolvencies, that is, guar
anty funds. Auditors should be aware that, for certain state pools, insolven
cies of m ajor carriers may cause additional assessments to the carriers that
remain. In evaluating financial statement presentation and disclosures,
auditors should consider the sufficiency of accruals and disclosures relat
ing to participation in involuntary pools, markets, and mandatory pools
and associations in accordance with FASB Statement No. 5, Accounting for
Contingencies.
Surplus Enhancement. Insurance enterprises sometimes engage in trans
actions that appear to improve their financial position, when in fact, they
have no real financial effect. Such transactions are commonly referred to as
surplus enhancement transactions. Regulators and legislators continue to
closely scrutinize such transactions. As they assess audit risk, auditors
should be alert for transactions (1) that result in a m aterial adjustment of
statutory income or surplus or (2) that affect the statutory-basis financial
statements in a manner that is substantially different from the effect on
statements prepared in conformity with generally accepted accounting
principles (GAAP). Cognizance of such transactions is especially impor
tant when an insurer's surplus is at or near statutory m inimum levels. In
evaluating the propriety of the accounting treatment accorded to such
transactions or the related adjustments to the statutory surplus, auditors
should consider the insurer's correspondence with state insurance depart
ments and documentation of compliance with applicable insurance laws or
regulations.
The continued perm issibility of some surplus enhancement transactions
may be subject to a certain degree of uncertainty In such circumstances,
SEC registrants should be reminded of the requirements of Item 303 of
Regulation S-K, which requires disclosure of the reasonably likely effects of
such uncertainties.
Unsound Pricing and Underwriting Practices. Widespread competition in
the insurance industry often leads to increased emphasis on rates charged
by competitors in the determination of premiums. In those circumstances,
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premium determinations may be made without adequately considering
d ifferen ces in the natu re of the risk s bein g in su red . Sound p ricin g
decisions require consideration of appropriate inform ation and reasonable
estim ates of expected losses and expenses. A lack of established pricing
policies may lead to the acceptance of unanticipated risks or the inappro
priate pricing of those risks, which could result in concerns about the
recoverability of deferred acquisition costs and possible premium deficien
cies. Auditors should consider whether lack of adherence to sound pricing
and underwriting practices results in increased audit risk.
Potential Environmental Cleanup Liabilities. Estimates of the cost of cleaning
up hazardous waste sites currently on the so-called Superfund list are in
the hundreds of billions of dollars and continue to grow. It is conceivable,
but by no means certain, that some portion of these costs w ill ultimately be
borne by the insurance industry under pre-1986 liability coverages because
insurance companies that wrote general liability or commercial multiperil
policies prior to 1986 used policy forms that did not contain the "absolute"
pollution exclusion currently in standard use w ithin the industry
Some insureds are arguing that coverage should be afforded under these
contracts for their potential liability for the cleanup of inactive hazardous
waste sites or other sim ilar environmental liabilities. Most insurers are
vigorously resistin g such argum ents w ith m ixed success in court.
Although some m ajor U.S. corporations and specialized industries have
begun to litigate pollution liability coverage issues, these cases may repre
sent only the tip of the iceberg. Potential for additional litigation exists in the
form of non-Superfund claim s that w ill be reported to insurers in the
future.
Although the largest environmental liabilities are likely to arise from
chem ical producers, petroleum processors, and other heavy industries, any
company w riting liability coverage has som e environm ental liability
exposure for service stations, dry cleaners, hardware stores, paint stores,
gardening supply stores, small m etal plating operations, and other sim ilar
businesses. Even homeowners' policies are potentially exposed to the
cleanup costs for leaks from underground heating oil storage tanks.
High-Risk Investments. During the recent recessionary period, some insur
ance companies have revised their investment strategies in an attempt to
earn higher yields. Generally the changes involve the purchases of more
com plex finan cial instrum ents. Auditors should also be aware of the
various risk s involved w ith the purchase of com plex secu rities and
should—
1.
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A ssess m anagem ent's expertise in m onitoring, evaluating, and
accounting for the securities.

2.

Ensure that the institution has set appropriate policies and proce
dures for investment in high-risk securities and that there is adequate
oversight by the board of directors.

3.

Involve specialists, when necessary in valuing and auditing these
investments.

Investments that may require particular consideration by auditors as
they assess audit risk include those described below.
Collateralized mortgage obligations (CMOs)—CMOs are typically issued by
special-purpose entities. Issuers of CMOs may be organized in various
forms, such as trusts, corporations, or partnerships. Accordingly investors
in CMOs may purchase investments in CMOs in the form of equity (such
as trust interests) or in non-equity forms (such as participating debt securi
ties). CMOs are collateralized by mortgage loans or mortgage-backed secu
rities that are transferred to the CMO trust or pool by a sponsor.
Issues of CMOs are generally structured so that collections from the
underlying collateral provide the cash flows necessary to make principal
and interest payments on the obligations or tranches (specific classes of
multiple-class securities) of the issuer. Recent declines in interest rates have
resulted in significant and unanticipated increases in prepaym ents of
mortgage obligations by borrowers. As a result, interest differentials have
narrowed and the cash flows from some tranches of CMOs, especially
in terest-o n ly classes of strip p ed m ortgage-backed secu rities, have
declined. In return, the yields on such investments have declined. Such
declines may affect the value of investments in CMOs.
Other debt securities—Insurance entities also invest in other debt securities,
such as bills, notes, and bonds issued by federal, state, and local governments.
In evaluating financial statement presentation and disclosure, auditors
should consider whether declines in the market value of debt securities are
other than temporary An auditing interpretation of section 332, "LongTerm Investments," of SAS No. 1, Codification o f Auditing Standards and
Procedures (AU sec. 9332.01-14), discusses factors that auditors should con
sider in evaluating the reasons for market declines when market value is
below cost, as well as the types of evidential matter that auditors should
obtain in evaluating whether amounts at which debt securities are carried
in the financial statements are appropriate.
Mortgage loans and real estate—Economic recession, lack of available lend
ing and refinancing sources, and overdevelopment continue to depress
property values in many areas of the country The level of nonperforming
loans and foreclosure continues to be a significant problem for many
insurers. Declining property values also increase the risk of overstatement
of investm ent portfolios. Auditors should carefully evaluate whether
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management has considered all factors relevant to the valuation of m ort
gage loans and real estate investments in determining the amounts of
valuation allowances for such investments. Among the factors that should
be considered are the following:
• High rate of restructuring or refinancing of loans.
• Concentrations of loans to particular borrowers, loans for certain
typ es of properties, or properties in geographic regions that are
experiencing economic difficulty or may be reasonably expected to
experience such problems in the future.
• Property acquired in foreclosure. (Auditors should consider where
management should obtain appraisals of such properties. SOP 92-3,
Accounting for Foreclosed Assets, provides guidance for accounting for
properties that have been foreclosed. See "Accounting Developments"
section on page 19.)
• Situations that may qualify as in-substance foreclosures. Auditors
should consider whether related losses should be recognized.
• The consistency and reasonableness of the company's policies for
ceasing accrual of interest on loans when interest or principal pay
ments are past due.
• The company's policies for determining (1) allowances for losses and
valuation allowance on mortgage loans and investments in real estate
and (2) changes in such allowances in the past.
• The subjectivity of determining allowances, combined with sluggish
economic performance, reinforces the need for careful planning and
execution of audit procedures in this area.
Asset Quality and Valuation Issues. Asset quality issues associated with
commercial loans, mortgage loans, investments, real estate portfolios, trou
bled debt restructurings, foreclosures and in-substance foreclosures, offbalance-sheet financial instrum ents, and other assets require critical atten
tion in audits of the financial statements of insurance companies. Asset
valuation often involves many subjective assumptions. For example, the
expected effects of prepayments on loans in portfolios or the types of
income and expense items included in valuations of loan servicing assets
have a significant impact on the recorded values of those assets. Further,
falling interest rates have created an environment in which transactions
involving gains-trading of securities, refinancing of loans, restructuring of
nonperforming assets, origination of loans to facilitate the sale of real estate
owned, and other asset dispositions all require specific attention. Such
transactions require an understanding of the specific situations so that
auditors may carefully assess and control audit risk.
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The subjectivity of determining asset valuation allowances, combined
with sluggish economic performance and increased regulatory scrutiny
reinforces the need for careful planning and execution of audit procedures
in this area. Auditors should carefully evaluate whether management has
considered all factors relevant to the asset valuations in determining the
amount of such allowances. Failure of an insurance enterprise to adequately
document its criteria and methods for determining loan loss allowances
generally increases the extent of judgment that must be applied by both
reg u latory exam in ers and independent auditors in evaluating the
adequacy of management's allowances as well as the likelihood that differ
ences w ill result. The guidance in SAS No. 57, Auditing Accounting Estimates,
should be followed in auditing asset valuation allowances. The AICPA
Audit and Accounting Guide Guide for the Use o f Real Estate Appraisal
Inform ation provides guidance to help auditors understand real estate
appraisal concepts and information. SEC registrants should be reminded
that Financial Reporting Release No. 28, Accounting for Loan Losses by Regis
trants Engaged in Lending Activities, addresses the need for procedural disci
pline in determining the amount of loan losses to be reported.
Reinsurance Arrangements. Reinsurance arrangements can be complex and
reinsurance contracts can be complicated. Adequate control over a com
pany's reinsurance program requires that management have knowledge
and understanding of the reinsurance business and the financial effects of
reinsurance. The lack of an adequate reinsurance program may expose an
insurance company to risks that can jeopardize its financial stability par
ticularly if its risks are concentrated by type or geographic area. In contrast,
excessive reinsurance coverage can significantly reduce the m argins avail
able to cover fixed and overhead expenses. Auditors should obtain an
understanding of the reinsurance programs of the insurance entities that
they audit. Significant changes in an insurer's reinsurance programs or
retention lim its may be relevant to the auditor's assessment of audit risk
related to estim ates of loss reserves or reinsurance recoverables. Auditors
should also consider whether management has established policies for
selecting reinsurers and monitoring reinsurers' ability to pay reinsurance
claim s when they come due.
Because of recent catastrophic events, insurers are using reinstatement
reinsurance to reduce exposures. Auditors also should evaluate whether
layers of reinsurance programs have been pierced and whether additional
premiums for reinstatement reinsurance have been properly reported.
The collectibility of amounts due under ceded reinsurance arrange
ments continues to be of concern to the insurance industry Collectibility
problem s m ay a rise if the assu m ing com pany becom es fin an cially
unsound or if there is a dispute concerning coverage. The AICPA Audit and
A ccounting Guide Audits o f P roperty and Liability Insurance Com panies
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discusses the controls that ceding companies should implement to evaluate
the financial stability of assuming companies. Collectibility concerns can
also arise when assuming companies challenge or repudiate reinsurance
claim s based on disagreements over interpretations of contract terms or
allegations that a ceding company has not fulfilled its obligations under a
contract. Ceding companies are subject to reductions in reported statutory
surplus for balances due from authorized reinsurers on paid losses that are
overdue by more than ninety days.
Assumed reinsurance may be difficult to underwrite because the cover
age is often unique. Accordingly some companies, particularly those that
assume reinsurance only occasionally may not have sufficient experience to
manage such business or may not have adequate procedures to evaluate
underwriting standards, or to monitor the business. In addition, assuming
com panies may experience significant delays in receiving inform ation
from ceding companies, interm ediaries, retrocessionaires, or other parties
to the contracts, which may result in delays in notification of amounts of
w ritten premiums or losses incurred under contracts, or a lack of support
ing information needed for financial reporting and adm inistration of the
business.
Further guidance on auditing reinsurance arrangements is provided in
the AICPA Audit and Accounting Guide, Audits o f Property and Liability
Insurance Companies, and the SOPs, Auditing Property and Liability Reinsur
ance, originally issued in 1982, and Auditing Life Reinsurance, originally
issued in 1984.
Noncompliance With Regulatory Requirements. Because insurance compa
nies have a public responsibility to be able to meet their obligations to
policyholders, state insurance statutes and regulations prescribe standards
and lim itations on investment activities. Regulatory requirements and
restrictions vary by state. Most states require insurance companies to invest
a certain percent of reserves in specified classes of investments.
Events of noncompliance with state regulatory requirements, such as
failure to meet minim um capital or surplus requirements, expose insur
ance enterprises to regulatory action. Events of noncompliance may be
brought to the auditor's attention during the application of norm al auditing
procedures, during the review of regulatory examination reports, or as a
result of actions required by regulators.
AICPA SAS No. 59, The Auditor's Consideration o f an Entity's Ability to
Continue as a Going Concern, states that "the auditor has a responsibility to
evaluate whether there is substantial doubt about the entity's ability to
continue as a going concern for a reasonable period of time, not to exceed
one year beyond the date of the finan cial statem ents being audited."
Noncompliance or expected noncompliance with regulatory requirements
is a condition, when considered with other factors, that could indicate
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substantial doubt about the entity's ability to continue as a going concern
for a reasonable period of time. Other factors that should be evaluated,
such as exposure to interest-rate, liquidity and other risks, are identified
in SAS No. 59.
Related Party Transactions. Certain related party transactions are currently
receiving a great deal of public and regulatory scrutiny These transactions
include—
• Loans to enterprises' officers and directors or their affiliates.
• Fees or commissions paid to officers and directors or their affiliates.
• Other arrangements, including purchased goods or services from and
contracts with officers and directors or their affiliates.
SAS No. 45, Omnibus Statement on Auditing Standards (AICPA, Professional
Standards, vol. 1, AU sec. 334), provides guidance on procedures that should
be considered by auditors in order to identify related party relationships
and transactions and to satisfy themselves concerning the accounting for
and disclosure of transactions with related parties.
Fair Value Disclosures. Disclosures required under FASB Statement No. 107
Disclosures about Fair Value o f Financial Instruments (see "Accounting Devel
opments" section on page 19), w ill require many management estimates.
Because no valuation methodology or format is specified for the variety of
existing financial instrum ents that are likely to be encountered at insurance
enterprises, the determination and presentation of disclosure amounts may
be particularly subjective, especially those instrum ents that are in fre
quently traded. For example, when market quotations do not exist for a
particular instrum ent, the fair value might be estim ated on the basis of
appraisals, discounting of expected cash flows, or other methodologies that
include the use of subjectively determined assumptions. Auditors should
follow the guidance in SAS No. 57, Auditing Accounting Estimates, when
auditing these estimates.

Audit Developments
Auditing Insurance Entities' Loss Reserves
SOP 92-4, Auditing Insurance Entities' Loss Reserves, was issued in May
1992 and supplements the AICPA Audit and Accounting Guide, Audits of
Property and Liability Insurance Companies. SOP 92-4 is designed to assist
auditors in developing an effective audit approach when auditing loss
reserves of property and liability insurance entities. The SOP provides
guidance to help auditors understand the loss reserving process as well as
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guidance on planning and performing audits of loss reserves in audits of
financial statements in accordance with GAAS. The SOP requires that a
"loss reserve specialist" be involved in the determination of loss reserves,
and that an outside loss reserve specialist be used in the audit of loss
reserves. The SOP is effective for audits of financial statements for periods
ending after December 15,1992.

Interpretation No. 4 of SAS No. 62, Special Reports
In February 1992, the staff of the AICPA Auditing Standards Division
issued Interpretation No. 4 of SAS No. 62, Special Reports, Evaluation o f the
Appropriateness o f Informative Disclosures in Insurance Enterprises' Financial
Statements Prepared on a Statutory Basis. The interpretation was intended to
increase consistency in statutory-basis financial statements of insurance
enterprises, especially those of mutual life insurers. The interpretation
emphasizes that in evaluating the adequacy of informative disclosures,
auditors should apply essentially the same criteria to financial statements
prepared in conformity with an other comprehensive basis of accounting
(such as a statutory basis) as they do to financial statements prepared in
conformity with GAAP

The Confirmation Process
Confirmation of balances is generally an important procedure in audit
ing the financial statements of insurance enterprises. In November 1991, the
AICPA Auditing Standards Board (ASB) issued SAS No. 67, The Confirma
tion Process, which provides guidance on the confirm ation process in audits
performed in accordance with GAAS. It defines the confirm ation process,
discusses the relationship of confirm ation procedures to the auditor's
assessment of audit risk, describes certain factors that affect the reliability
of confirmations, and provides guidance on performing alternative proce
dures when responses are not received and on evaluating results of confir
mation procedures. SAS No. 67 specifically addresses the confirm ation of
accounts receivable, including loans, and explicitly prohibits the use of
negative confirm ation requests when control risk is assessed at the m axi
mum level. This SAS is especially relevant to audits of insurance enter
prises for confirm ation procedures performed on cash, investments, and
loans. SAS No. 67 is effective for audits of fiscal periods ending after June 15,
1992. Audit Risk Alert—1992 includes further discussion of SAS No. 67.

Service Auditor Reports
In A pril 1992, the ASB issued SAS No. 70, Reports on the Processing o f
Transactions by Service Organizations, which provides guidance on the
factors auditors should consider when auditing the financial statements
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of an entity that uses a service organization to process certain transac
tions. SAS No. 70 also provides guidance for independent auditors who
issue reports on the processing of transactions by a service organization
for use by other auditors.
Because using service organizations affects both the auditor's under
standing of the internal control structure and assessment of control risk, the
guidance in this SAS should be considered by auditors of insurance enter
prises that use service bureaus for processing significant inform ation (for
example, general ledger and trial balances, loan, or investment inform a
tion), or that issue reports on the processing of transactions for use by other
auditors. Audit Risk Alert—1992 includes further discussion of the provi
sions of SAS No. 70.

COSO Report on Internal Control
In September 1992, the Committee of Sponsoring Organizations (COSO)
of the Treadway Commission issued its report, Internal Control—Integrated
Framework. The report defines internal control and its elements, provides
tools for assessing internal controls, and addresses management reporting
on internal controls over financial reporting.
The fu ll report consists of four volumes: "Executive Sum m ary" provides
a high-level overview; "Framework" defines internal control and describes
its various components; "Reporting to External Parties" provides guidance
to entities that report publicly on internal control over preparation of their
published financial statements; and "Evaluation Tools" provides m aterial to
help in evaluating an internal control system.
The four-volume set (No. 990002CL) costs $50; the "Executive Sum
m ary" (No. 990001CL) is available individually for $3. Prices do not include
shipping and handling. To obtain either item, contact the AICPA. Order
Department (see order inform ation on page 24).

Accounting Developments
Financial Accounting Standards Board Activities
Accounting and Reporting for Reinsurance o f Short-Duration and Long-Duration
Contracts. In March 1992, the FASB exposed for public comment a pro
posed statement of financial accounting standards, Accounting and Reporting
for Reinsurance o f Short-Duration and Long-Duration Contracts. The proposed
Statement would amend FASB Statement No. 60, Accounting and Reporting by
Insurance Enterprises, to eliminate the practice of reporting amounts for rein
sured contracts net of the effects of reinsurance. It would require that rein
surance receivables (including amounts related to IBNR claims and liabilities
for future policy benefits) and prepaid reinsurance premiums be reported as
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assets. This proposed Statem ent also would establish the conditions
required for a contract with a reinsurer to qualify for reinsurance accounting
and standards of accounting and reporting for reinsurance contracts. In
addition, the proposed Statement would require ceding enterprises to dis
close the nature and effect of reinsurance transactions, including the pre
mium amounts associated with reinsurance assumed and ceded. It also
would require disclosure of concentrations of credit risk associated with
reinsurance receivables and prepaid reinsurance premiums under the provi
sions of FASB Statement No. 105, Disclosure o f Information about Financial
Instruments with Off-Balance-Sheet Risk and Financial Instruments with Concen
trations o f Credit Risk. The FASB expects to issue its final Statement before the
end of 1992. The AICPA has suspended work on its proposed SOP, Guidance
for Assessing Risk Transfer in Property and Liability Reinsurance Contracts, pend
ing the FASB's issuance of its final Statement.
Applicability o f Generally Accepted Accounting Principles to Mutual Life Insur
ance Enterprises. In August 1992, the FASB exposed for public comment a
proposed interpretation of FASB Statement Nos. 12, 60, and 97 entitled,
Applicability o f Generally Accepted Accounting Principles to Mutual Life Insur
ance Enterprises.
The proposed interpretation would clarify that enterprises, including
mutual life insurance enterprises, that issue financial statements described
as "in conform ity w ith generally accepted accounting principles" are
required to apply all applicable authoritative accounting pronouncements
in preparing those statements.
The proposed interpretation states that authoritative accounting pro
nouncements, such as FASB Statements, apply to any enterprise (including
mutual life insurance entities) that prepares financial statements that are
intended to be in conformity with GAAP except to the extent that a
pronouncement explicitly exempts that type of enterprise or that enterprise
does not have the transaction, event, or circum stance addressed in the
pronouncement.
FASB Financial Instruments Projects. The FASB's current agenda includes a
project on financial instrum ents that encompasses three prim ary seg
ments: disclosures, distinction between liabilities and equity and recogni
tion and measurement. In addition to these three prim ary segments, the
FASB is addressing several narrower issues w ithin the overall scope of the
project. Some of the current developments of the project are described in
the following sections.
Fair value disclosures—In December 1991, the FASB issued FASB Statement
No. 107 Disclosures about Fair Value o f Financial Instruments. The Statement
requires disclosure of the fair value of financial instrum ents, both assets
and liabilities recognized and not recognized in the statement of financial
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position, for which it is practicable to estim ate fair value. If estim ating fair
value is not practicable, the Statement requires disclosure of descriptive
inform ation pertinent to estim ating the value of a financial instrument.
Certain financial instrum ents (for example, lease contracts, deferred-com
pensation arrangements, and insurance contracts) are excluded from the
scope of the Statement. FASB Statement No. 107 is effective for financial
statements issued for fiscal years ending after December 15,1992, except for
entities with less than $150 m illion in total assets in the current statement of
financial position. For those entities, the effective date is for fiscal years
ending after December 15, 1995. Audit Risk A lert-1992 includes further
discussion of the provisions of FASB Statem ent No. 107 and its audit
implications.
Right o f setoff—In M arch 1992, the FASB issued Interpretation No. 39,
Offsetting o f Amounts Related to Certain Contracts. The interpretation defines
right o f setoff, as used in APB Opinion No. 10 and FASB Statement No. 105,
and sp ecifies what conditions m ust be m et to have that right. It also
addresses the applicability of the general offsetting principle to forward,
in terest-rate swap, cu rrency swap, option, and other conditional or
exchange contracts and clarifies the circum stances in which it is appro
priate to offset amounts recognized for those contracts in the statement of
financial position. In addition, it perm its offsetting of fair value amounts
recognized for multiple-forward, swap, option, and other conditional or
exchange contracts executed with the same counterparty under a master
netting arrangement. The interpretation is effective for financial statements
issued for periods beginning after December 15,1993.
M arketable securities—In September 1992, the FASB issued an exposure
draft of a proposed Statement, Accounting for Certain Investments in Debt and
Equity Securities. The proposed Statement would require a positive intent
and ability to hold debt securities to m aturity as a precondition for report
ing those securities at am ortized cost. Securities not meeting the condition
would be considered either available for sale or trading, as defined and
reported at fair value. Unrealized gains and losses related to securities
available for sale would be reported as a separate component of share
holders' equ ity; those related to secu rities held for trading would be
included in earnings.
The proposed Statem ent would supersede FASB Statem ent No. 12,
Accounting for Certain M arketable Securities, and related interpretations, and
would amend FASB Statement No. 65, Accounting for Certain Mortgage Bank
ing Activities, to elim inate mortgage-backed securities from that Statement's
scope. The proposed Statement would be effective for fiscal years begin
ning after December 15,1993.
Impairment o f a Loan. In June 1992, the FASB issued an exposure draft of a
proposed Statement, Accounting by Creditors for Impairment o f a Loan. The
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proposed Statement would be applicable to all creditors and to all loans that
are individually and specifically evaluated for impairment, uncollatera
lized as well as collateralized, except those loans that are accounted for at
fair value or at the lower of cost or fair value. It would require that impaired
loans be measured at the present value of expected future cash flows by
discounting those cash flows at the loan's effective interest rate.
The proposed Statement would amend FASB Statement No. 5, Accounting
for Contingencies, to clarify that a creditor should evaluate the collectibility
of both contractual interest and contractual principal of a receivable when
assessing the need for a loss accrual. The proposed Statement also would
amend FASB Statement No. 15, Accounting by Debtors and Creditors for Trou
bled Debt Restructurings, to require a creditor to account for a troubled debt
restructuring involving a modification of terms at fair value as of the date of
the restructuring.
The provisions of the proposed Statement would apply to financial
statements issued for fiscal years beginning after December 15,1993.

AICPA Activities
A ccounting fo r Foreign P roperty and L iability R einsurance. SO P 92-5,
Accounting for Foreign Property and Liability Reinsurance, was issued in June
1992 and provides guidance on how U.S. companies should account for
property and liability reinsurance assumed from foreign insurance com
panies (foreign reinsurance). SOP 92-5 stipulates that the periodic method
should be used to account for foreign reinsurance premiums, except when,
because of local revenue recognition policies, the foreign ceding company
cannot provide the inform ation required by the assuming company to
estim ate both the ultim ate premiums and the appropriate periods of recog
nition in accordance with U.S. GAAP In such circumstances, the open year
method should be used. SOP 92-5 is effective for contracts entered into in
fiscal years beginning on or after December 15,1992.
D isclosures o f C ertain M atters C oncerning the O perations o f Insurance
Entities. The AICPA plans to expose for public comment a proposed SOP,
Disclosures o f Certain M atters Concerning the Operations of Insurance Entities, in
the first quarter of 1993. The framework for this proposed SOP stems from
another proposed SOB Disclosure Concerning Risks and Uncertainties and
Financial Flexibility, which is being drafted by a task force of the Accounting
Standards Executive Committee. The proposed SOP on insurance disclo
sures would require insurance entities to disclose in the notes to their
financial statements inform ation concerning the nature of their operations,
property/casualty insurance entities' loss reserves, regulation and SAB and
life insurance entities' asset/liability matching.

22

Accounting for Foreclosed Assets. SOP 92-3, Accounting for Foreclosed Assets,
was issued in April 1992 and applies to foreclosed assets in annual finan
cial statements for periods ending on or after December 15,1992. SOP 92-3
sets forth a rebuttable presumption that foreclosed assets are held for sale
and requires them to be classified in the statement of financial position as
assets held for sale and reported at the lower of (a) fair value minus
estim ated costs to sell or (b) cost. On initial adoption, the carrying amount
of existing foreclosed assets held for sale should be adjusted to the lower of
(a) fair value minus estim ated costs to sell or (b) cost as of the date of
adoption. Assets in this classification should not be aggregated for the
purpose of determining any necessary adjustment. In addition, senior debt
associated w ith the acquired assets should be recorded as a liability
opposed to a reduction of the carrying amount of the assets. Foreclosed
assets held for the production of income should be treated the same way
they would be had the assets been acquired in a m anner other than through
foreclosure.
Institutions for which adoption of this SOP w ill result in a change in
accounting principle should disclose the nature of the change, and should
include any adjustments in income from continuing operations in the
period in which the change is made. SOP 92-3 is especially relevant to
institutions involved in real estate lending in areas that have been particu
larly hard-hit by the recession.
SOP 92-3 contains no guidance on the accounting treatment of results of
operations related to foreclosed assets and in-substance foreclosed assets,
or on how the cost of the assets is affected, if at all, during the holding
period. The AICPA expects to issue an exposure draft of an SOP Accounting
for the Results o f Operations o f Foreclosed Assets Held for Sale, during the fourth
quarter of 1992. The proposed SOP would require that, after foreclosure, the
net of revenues and expenses (recorded on the accrual basis) related to
operating or holding the property be credited or charged to income as a
gain or loss on holding the asset. Further, the proposed SOP would require
that depreciation expense be recognized on depreciable foreclosed assets
held for sale that are being operated beginning one year after acquisition.
In-Substance Foreclosures. In June 1992, AcSEC issued Practice Bulletin 10,
Amendment to Practice Bulletin 7, "Criteria for Determining W hether Collateral
fo r a Loan has Been In-Substance Foreclosed." The Bulletin deletes paragraph 12
of Practice Bulletin 7 in order to elim inate unintended differences in the
interpretation of the criteria set forth in Practice Bulletin 7 and those in the
SEC'S Fin ancial R eporting Release No. 28, Accounting fo r Loan Losses
by R egistrants Engaged in Lending A ctivities, for determ ining when an
in-substance foreclosure has occurred.
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This Audit Risk Alert supersedes Property and Liability Insurance Industry
D evelopm en ts—1991 and L ife and H ealth In su rance In du stry D evelop
ments—1991.

* * * *
Auditors should also be aware of the economic, regulatory and profes
sional developments that may affect the audits they perform, as described
in Audit Risk Alert—1992, which was printed in the November 1992 issue of
the CPA Letter.
Copies of AICPA publications may be obtained by calling the AICPA
Order Department at (800) 862-4272. Copies of FASB publications may be
obtained directly from the FASB by calling the FASB Order Department at
(203) 847-0700, ext. 10.
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